We use a panel of 4979 cross-border and domestic takeovers to test the relation between host country corruption and premiums paid for local targets. Host country corruption is negatively associated with target premiums, after correcting for other governance related factors such as political stability, legal systems, and financial disclosure standards. We estimate that deterioration in the corruption index by one point (on a ten point scale) is, on average, associated with a reduction of 21% of local targets' premiums. Our results do not support the notion that local corruption constitutes a significant market barrier to foreign investors. It rather represents a discount on local takeover synergies, which affects foreign and domestic acquirers alike. However, we find that the major effects of corruption can alternatively be explained by government effectiveness, pointing towards an endogenous relationship between bribery and bureaucracy.
Introduction
Despite a number of studies on corruption and foreign direct investment (FDI), only a few focus on the association between corruption and cross-border takeovers.
1 This is somewhat surprising since mergers and acquisitions (M&A) have been increasing their share of FDI in recent years and have become a primary mode of internationalization (UNCTAD, 2000) . At about the same time, corruption was broadly recognized as a global phenomenon with an astounding volume of annual bribery, estimated at about 1 trillion US$; excluding nepotism, theft of public assets, and corrupt leakages from public budgets .
Corruption is widely seen as one of the foremost problems in developing countries (e.g. Bardhan, 1997) , although "available data indicate clearly that ethics and corruption represent a challenge not only for many emerging economies, but also for many countries of the rich world." (Kaufmann, 2004, p.83) . Next to corruption, bureaucracy is also considered a serious constraint on governance in developing and developed nations alike . In this study we therefore include several other aspects of governance, which are related to corruption, such as government effectiveness, political stability, and legal origin, and analyze their relationship with prices paid for the takeover of local corporate assets.
Prior research on corruption largely focused on aggregated macroeconomic data at the country level. In a seminal paper, Mauro (1995) reported econometric evidence for a negative correlation between corruption and the ratio of investment to GDP, as well as economic growth, in a cross-section of countries. 2 A number of subsequent empirical studies strengthened and qualified this finding, not only for a country's total investment ratio (Keefer and Knack, 1995; Brunetti and Weder, 1998) , but also for foreign direct investment (Hines, 1995; Henisz, 2000; Wei, 2000; Wei, 2000a; Zurawicki, 2001, 2002; Robertson and Watson, 2004; Zhao et al., 2003) .
However, recent literature in this and related fields increasingly stresses the importance of firm-or transaction-level analyses (Rossi and Volpin, 2004, Habib and Zurawicki, 2002) .
With the exception of Henisz (2000) and Smarzynska and Wei (2000) only few empirical studies analyze the effect of corruption on cross-border M&A and simultaneously consider country-, firm-, and transaction-level characteristics as well as institutional attributes. While both these studies analyze majority ownership as a possible mode of entry, our paper studies prices paid for local corporate assets, when foreign investors take over a domestic target.
Here, our main focus lies on the role of corruption in the target's country, which we define as 'abuse of public power for private gain'.
To the best of our knowledge, this is the first study that empirically analyzes the relationship between local corruption and takeover premiums. As such, it may contribute new insights on corruption at the firm-and transaction-level, and also add to the analysis of international M&As, where research has not kept pace with the growing popularity of this type of diversification strategy (Shimizu et al., 2004) .
The paper is structured as follows. In the next section we will develop our hypotheses from prior research. In the subsequent sections, the variables, data, and empirical results will be presented. The paper concludes with a discussion of the most important implications.
Development of hypotheses
The literature on FDI (surveyed by e.g. Froot, 1993) , cross-border takeovers (surveyed by e.g. Shimizu et al., 2004) , and on corruption (surveyed by e.g. Bardhan, 1997 ) is simply too vast to be comprehensively covered here. In the following we therefore only cite those studies, which directly advance the development of our hypotheses.
Corruption as a market barrier to entry
Many studies on FDI and corruption assume that foreign firms are outsiders to host country corruption and sometimes seek a local partner in order to gain access to the host market (see e.g. Smarzynska and Wei, 2000; Henisz, 2000; Uhlenbruck et al., 2006) . This is supported by Lambsdorff (2002) , who argues that corrupt environments often lead to the employment of brokers, middlemen and local partners. Here, the crucial assumption is that transaction costs of corruption are high (Husted, 1994) . In fact, a distinctive feature of corruption (e.g. in comparison to lobbying) is its 'lock-in' effect. Due to the ever-present threat of mutual denunciation partners are tied to each other even after the exchange. Corruption thus raises the barriers to entry and exit of corrupt markets, restrains exchange to insiders, and augments the importance of local partners (Lambsdorff, 2002; Rose-Ackerman, 1999; Habib and Zurawicki, 2002, p.293) . As corruption raises the barriers to entry, the relative importance and bargaining power of the target may also increase.
How does this translate into variations in target premiums? As Equation 1 shows, the premium paid to target shareholders is the final bid price of the acquirer over the (stand alone) market value of the target before the merger. If the premium is greater than 1, the final bid price does not only include the pre-merger market value of the target, but also the target's share of the incremental net present value of joint merger synergies. Merger synergies represent added value from the unique business combination, e.g. economies of scale or scope, over and above the sum of the two stand alone values (of the acquirer and the target). 
How the anticipated synergies are split between the two parties is inter alia determined by the bargaining power of the target in merger negotiations. If corruption is associated with higher entry barriers, this may c.p. improve the bargaining position of the target, since its status as an insider becomes more important. Consequently, the target may be able to claim a higher share of joint synergies. Transferred into Equation 1, the target's percentage of joint synergies -and c.p. the premium -would be higher than without local corruption. This also holds when foreign acquirers use outside options, e.g. greenfield investments, to mitigate the target's raised claim on synergies. Bargaining theory suggests that when market barriers to entry lower the outside option of the acquirer (e.g. expected profits of an alternative greenfield entry), the remaining synergies that both parties can still bargain over are increased, which leads to c.p. higher target premiums (Mutthoo, 1999) 3
If mergers, compared to other forms of FDI, are more sought after in markets with high barriers to entry, increased bidding competition can constitute another reason why targets'
percentage of joint synergies in Equation 1 may be higher in more corrupt countries.
Following Chang and Rosenzweig (2001) , it is reasonable to expect thatforeign firms try to use acquisitions rather than greenfield entries to get around market barriers, effectively increasing bidding competition and thus target premiums. However, in contrast to the bargaining power rationale, this reasoning has the caveat that the intensity of bidding competition is also determined by a number of other factors, ranging from capital controls and foreign ownership restrictions, in particular, to host countries' attractivity for FDI in general.
3 As a simple illustrative example, consider merger synergies of $100 and an expected greenfield profit of $90, when there are no market barriers. In this case the the 'net' synergies that remain to be bargained over after considering the parties' outside options (referred to as 'gains of trade' in the bargaining literature) would be $10 ($100 total synergies minus $90 greenfield profit as outside option). In line with the Nash bargaining solution we assume that the gains of trade are split evenly between both parties generating a target premium of $5. For a corruption szenario we lower greenfield profits to $40 due to extra costs for outsiders (market barrier to entry). Now, the gains of trade for same takeover are $100-$40=$60, allowing c.p. a target premium of $30 (evenly split).
We therefore attempt to control for a number of these determinants (including the number of bidders), which will be explained in conjunction with the econometric specification.
However, it is important to note, that the following hypothesis does not primarily depend on bidding competition. If corruption is associated with or independently represents a higher market barrier to entry for foreign firms, both, through either the bargaining power rationale or bidding competition rationale, we would expect the following: Hypothesis 1a: Target premiums and corruption of the host country are positively related in cross-border takeovers.
A significant body of literature, particular with respect to cultural determinants, suggests that not only the absolute level of country characteristics, but also the difference between the home and the host country, play an important role in International Business (IB) (see Harzing (2003) and Shimizu et al. (2004) for surveys on cultural distance studies focusing on entry mode decisions and cross-border M&As, respectively). From the theoretical arguments above, we can infer that the absolute difference between the corruption levels of the home and host country is related to higher transaction costs for outsiders, facilitating higher market barriers and higher premiums that may be paid to overcome them According to this notion, an acquirer from Sweden (low corruption index of 0.71) with presumably limited experience in corruption, would be willing to pay a higher premium to gain access to a target's insider knowledge of local corruption in Indonesia (7.95), than an acquirer from Thailand (6.81).
Note, that the corruption distance is an absolute measure, which does not differentiate between acquirers from less corrupt or more corrupt countries. We thus assume that attempting to bribe when bribery is not a custom affects transaction costs in a similar way as not bribing when grafts are expected. Hypothesis 2a: Target premiums and the absolute difference of corruption between the home and the host country are positively related in cross-border takeovers.
For domestic mergers, the above logic implies that the local corruption level is unrelated to premiums: the corruption distance between the acquirer and target is zero, with no effects on host country market barriers or on relative advantages of an insider, such that the bargaining power of both parties is expected to be independent of corruption. We will use this prediction as a robustness check for Hypothesis 2a.
Corruption as a discount on merger synergies
The underlying assumption of hypotheses 1a and 2a is that corruption may influence transaction costs in the form of market barriers, which have an effect on the distribution of takeover synergies between acquirers and targets, but not on the level of joint synergies.
However, this one-dimensional impact is not warranted as the secretive nature of corruption adds significant uncertainty to the returns of local investments (Pellegrini and Gerlagh, 2004; Drabek and Payne, 2002; Rodriguez et al., 2005) . Host country corruption forces acquirers to include several potentially unknown factors in their estimation of joint synergies, including the risk to lose public procurement contracts due to bribery of competitors, and the risk that bribery by representatives of the own organization is detected, bringing about potentially unknown costs. 4 This can be seen as a tax on investment (Pellegrini and Gerlagh, 2004) Since an increased uncertainty in corrupt host countries should affect all players in the market similarly, we do not expect that higher discounts on synergy valuations are restricted to crossborder takeovers only. Although domestic acquirers may be more familiar with local practices, the principal detrimental effect on target premiums should prevail (Habib and Zurawicki, 2002) . As a robustness check we therefore predict that Hypothesis 1b also holds for domestic acquisitions. is negatively related to corruption, while the division of synergies between the two parties is fixed at a 50:50 ratio (lower dotted line).
[
INSERT FIGURE 1 ABOUT HERE ]
Prior studies on cross-border mergers have shown that greater cultural distance is positively associated with failure (Li and Guisinger, 1991) , lower wealth effects (Datta and Puia, 1995) , and additional challenges in post-merger integration (Chatterjee et al., 1992) . It is thus reasonable to assume that takeover synergies are negatively related to the absolute difference between home and host country corruption. On the other hand, there also exists evidence that subsidiaries of MNEs that are headquartered in less corrupt countries, adapt very quickly to local corruptive practices (Kaufmann, 2004) , which would imply no relation between differences in corruption and premiums. In markets where excessive regulation impedes economic activity, some authors interpret bribes as a price paid for individual services, which re-establish market efficiency (see e.g. Leff, 1964; Huntington, 1968) . As such, corruption is seen as 'grease': a Pareto-optimal response to graft around inefficient bureaucracy, taking the form of a semi-official fee collection system. 5 However, corruption is likely to be determined endogenously, enabling rent-seeking bureaucrats to maximize payoffs by choosing an optimal level of rules, queuing procedures and administrative delay (Shleifer and Vishny, 1993; Kaufmann and Wei, 1999) .
In a general equilibrium, this leads to a nominal and effective increase in bureaucracy with corruption as 'sand' in the economy. Kaufmann and Wei (1999) show that managers are likely to spend more, not less, time and money when they engage in bribery. This may also be the reason why many firms, rank corruption and bureaucracy as key constraints to their business Mo (2001) argues that corruption intensifies political instability through their effect on income polarization. Pellegrini and Gerlagh's (2004) provide evidence for this causality, using legal origins as instrumental variables. In the IB literature and also in Finance, the political stability of a host country is widely recognized as a critical determinant of investment decisions. Kobrin (1976) , Habib and Zurawicki (2001) , and Wei (2000a) report a positive correlation with FDI. Henisz (2000) provides evidence that politically less stable host countries are more likely to attract joint ventures than majority owned plants. This suggests a positive association of political stability with takeover synergies and target premiums.
Hypothesis 5: Target premiums and political stability (host country) are positively related in
cross-border takeovers.
Legal origin
La Porta et al. (1999, p.266) stress that "[l]egal origins remain extremely important factors shaping government performance." In comparative law, the discussion about the definition of legal families and general classification methods is ongoing (Mattei, 1997 (Mattei, , 1999 Husa, 2001) .
Taking the more narrow perspective of commercial law, pertinent studies essentially distinguish between two major legal traditions, common law and civil law (Reuer et al., 2004; Rossi and Volpin, 2004; Glaeser and Shleifer, 2002; La Porta et al., 1998 , p.1118 , although different origins of the latter as well as religious influences can be identified (Zweigert and Kötz, 1998) .
Along the lines of this basic distinction, Glaeser and Shleifer (2002) advance a theoretical model, which explains why common law provides a better legal environment for investor protection and why civil law can be associated with higher levels of corruption and red tape.
Empirical evidence is consistent with these claims (La Porta et al., 1997 Djankov et al., 2002) , which supports the inclusion of legal origin in Hypothesis 4.
Civil law origin is also found to be coupled with more ownership concentration and less developed capital markets, which may be interpreted as a response to weak shareholder protection (La Porta et al., 1998) . Recently, La Porta et al. (2006) provided evidence that the financial disclosure standards may be the missing link to explain why common law, which puts more emphasis on market discipline and private litigation, is associated with better stock market development. Consistent with this, accounting standards and shareholder protection are positively related to stock market development (Pagano and Volpin, 2005) , cross-border takeover activity and target premiums (Rossi and Volpin, 2004; La Porta et al., 2000 .
Hypothesis 6: Target premiums and common (civil) law origin are positively (negatively) related in cross-border takeovers.
The inclusion of legal origin in our analysis serves two purposes. First, by employing legal origin (together with other variables related to shareholder protection) as a 'control' in the estimation of the relationship between corruption and premiums, we may be able to examine corruption more precisely as an own explanatory. Hypothesis 4 predicts that although corruption may be related to legal origin, it is nevertheless able to explain additional variation in premiums, effectively representing an idiosyncratic determinant in its own right. Second, a separate analysis of legal origin (Hypothesis 6), allows us to study, whether and how this related aspect of governance, in the presence of more specific variables for shareholder protection, i.e. accounting standards, financial disclosure, and ownership concentration, affects target premiums.
3. Empirical specification and data
Model specification
The baseline specification of the multivariate statistical models that we use to test the hypotheses is as follows:
where T is a vector of the target's host country (h) characteristics other than corruption and legal system in year t; P is a vector of attributes specific to the acquirer-target country pair (h,s) in t; D is vector with deal specific characteristics of the takeover of target i by acquirer j;
source, industry, and year are dummy variables that take the value of one (and zero otherwise) to identify the (source) country of the acquirer, the industry of the acquirer, and the year of the acquisition announcement, respectively.
The source dummies are meant to capture the characteristics of the acquirer's home country (e.g. its size or level of economic development), since they are found to be related to a foreign firm's decision to take over a cross-border target (Anand and Kogut, 1997) . This is a quasifixed regression similar to the model of Wei (2000) , where the intercepts may vary depending on the acquirer's origin while no fixed effects are imposed on the host country (except in some rudimentary robustness checks). The latter would impair the estimation of effects that are specific to the target's local environment, including the country characteristics in vector T and other national parameters like corruption, government effectiveness, and political stability. However, since observations from the same host country are probably not independent from each other, in all regressions we correct for possible correlation by clustering at the target's country level according to Froot (1989) and Wooldridge (2002, section 13.8.2 ).
According to a number of IB studies the choice of entry and of diversification mode (Anand and Delios, 2002; Anand and Kogut, 1997) , the merger performance (Dewenter, 1995; Markides and Ittner, 1994) , as well as the contractual design of international takeovers (Reuer et al., 2004 ) differ across industries. Taking a transaction cost perspective, one of the main arguments is that firms in industries with more intangible assets are faced with greater contractual hazards when investing abroad (Henisz, 2000) . In an attempt to control for these and other unobserved industry-specific effects, we include dummies for the acquirer's industry (one-digit SIC) in our econometric specification.
To control for time-related shocks across deals and countries, we also include year dummies.
Although monetary values (in US$) are deflated with the US CPI (1982-1984=100) to prevent spurious trending due to inflation, we checked all estimations with an additional trend variable (unreported). 6 It showed no significant effect and did not change results qualitatively.
In all regressions, the reported standard errors are adjusted for heteroskedasticity, using the Huber (1967) and White (1980) sandwich estimator of variance.
Choice of variables and measurements

Dependent variable
The sole dependent variable is the takeover premium paid by the acquirer. The premium is calculated as the final bid price divided by the target share price closing one day before the announcement. This measurement corresponds to earlier studies on M&A premiums (e.g. Rossi and Volpin, 2004; Officer, 2003) . Since target premiums are known to be noisy we winzorise the data between 1% and 99%. 7 In an attempt to minimize the influence of privatizations and of underdeveloped capital markets on our dependent variable, we do not compute premiums before 1996, where a number of transition economies conducted largescale privatization programs and also built up financial markets. In addition, in our analysis of premiums from 1996 to 2003, we control for state ownership of targets, as well as a number of other variables, which capture differences in stock market development and efficiency, e.g., capital market size, financial disclosure requirements, accounting standards, and ownership concentration.
Independent variables
Corruption: As the most important independent variable we use the Corruption Perceptions Index, which is published annually since 1996 by Transparency International (TI). The TI index assesses the degree to which public officials and politicians are believed to accept bribes or similar corruption related advantages. It incorporates 18 expert surveys conducted by 12 different organisations (status 2005) and is widely employed in various economic and business studies. 8 The original index is a continuous variable on a scale from 0 to 10 where 0 represents total corruption and 10 indicates no corruption at all. Since this is somewhat counter-intuitive we rescale the original index (by subtracting it from 10) so that a high score on the corruption index also represents a high level of corruption.
A similar index, which contains an even wider range of expert surveys (including all sources of the TI index), is published bi-annually since 1996 by The World Bank (WB). 9 The WB index claims to measure the exercise of public power for private gain, including both petty and grand corruption, as well as state capture . Due to the larger data base, the longer sub-periods, and a different composition technique, the WB index can cover more countries than the TI index, but this comes at the cost of larger cross-sectional margins of error . The WB index measures control of corruption and ranges from -2.5 (no control) to +2.5 (full control). We multiply the original index with -1 so that our variable stays centralized, but increases in corruption.
Government Effectiveness: Together with the corruption index, The World Bank also publishes a bi-annual government effectiveness index (using the same methodology), which measures the competence of the bureaucracy and the quality of public service delivery .
Political Stability: Together with the corruption index, The World Bank also publishes a biannual index of political stability and absence of violence (using the same methodology), which measures the inverse likelihood of violent threats to, or changes in, government, including terrorism.
Legal System: Unfortunately a number of important countries in our sample (e.g. in Eastern
Europe) are not covered by La Porta's et al. (1998) taxonomy of legal origin. We therefore refer to a similar classification, which is published by the Faculty of Law of the University of Ontario. It covers most countries in the world by identifying influences of common or civil law, or both, sometimes with additional classifications into e.g. Muslim law, customary law, or mixed legal systems. We dummy the basic distinction between common/civil law origin, which turns out to capture the main effects (reported), while the inclusion of Muslim and customary law dummies (unreported) do not alter the results qualitatively.
Control variables
As specified in Equation (1) we include three categories of control variables to account for (a) characteristics of the target's country, (b) differences between the acquirer's and the target's country, as well as (c) firm and deal level determinants of the takeover itself. Here, we only present the rationale for the choice of controls (variable names in italics). All details on the definition, calculation, and sources of the variables are presented in Table 1 .
(a) A target's country characteristics may affect takeover premiums through different channels: potential synergies, takeover costs, or bidding competition. The level of potential synergies may be influenced by the absolute size of a country (Log of population), the wealth and purchasing power of its consumers (Log GDP per capita), or by GDP growth, which may have an impact on the anticipated cash flows of the target and the net present value of joint synergies (e.g. Rossi and Volpin, 2004; Henisz, 2000) . 10 The corporate tax level may also have a negative effect on potential synergies and premiums paid (Wei, 2000a) , although better performing governments are found to collect higher taxes (La Porta et al., 1999) . Takeover transaction costs may be influenced by the level of development of capital markets, which we proxy with their relative size in the economy (Capital market/GDP). In such markets, premiums may be lower due to higher costs of capital, less aggressive takeovers, and reduced bidding competition (Pagano and Volpin, 2005; Stulz, 2005) . This may particularly apply to foreign bidding competition when restrictions are imposed on cross-border acquirers. We therefore include an indicator variable that identifies the existence of foreign ownership restrictions. Further, information asymmetries and uncertainty due to low levels of financial disclosure (Financ. disclosure), international comparability of accounting information (IFRS required), and corresponding shareholder protection may not only increase transaction costs and reduce M&A activity (Pagano and Volpin, 2005; La Porta et al., 2006) , but also lead to higher risk discounts and lower valuations of the target (La Porta et al., 2000 .
Although a high level of ownership concentration can be interpreted as a reaction to weaker investor protection or financial disclosure, it may also deter hostile takeovers, reduce the number of bidders and premiums paid (La Porta et al., 1998) . We expect that the combination of the above target country controls (particularly our proxies for capital market development, transparency, and host country wealth) also captures some cross-sectional variation in the local efficiency of valuations.
(b) When the acquirer comes from a substantially different cultural background than the target, this may increase transaction costs in post-merger integration. Many studies in M&A point out that the integration of resources, particularly human resources, is critical for the success of acquisitions (DePamphilis,2005, p.31-21) . High levels of cultural difference may increase post-merger management costs and lower the performance of acquisitions. Thus, the greater the cultural distance, the more a foreign investor may prefer greenfield investments over mergers, suggesting less bidding competition and lower premiums. In fact, a number of studies find that cultural distance is associated with more greenfield investment (Kogut and Singh, 1988; Gatignon and Anderson, 1988, Chang and Rosenzweig, 2001 ). We therefore include power distance to control for this effect.
11 If foreign acquirers want to reduce substantial transportation costs to the host country and/or bordering regions, large geographic distances may encourage market-oriented FDI to substitute (potential) exports (Brainard, 1997; Habib and Zurawicki, 2002) . Everything else equal this would increase cross-border competition for the acquisition of local targets and positively impact premiums.. Interestingly, the inclusion of geographic distance may also serve as a partial explanation, why e.g.
Australia, which is geographically relatively separated from major economies, ranks in our data as the fourth most popular host country for cross-border mergers (behind the US, UK, and Canada). Finally, exchange rate movements are likely to affect premiums. When the acquirer's home currency appreciates, the stand alone value of foreign targets in local currency decreases, which makes them cheaper to acquire (Harris and Ravenscraft, 1991; Markides and Ittner, 1994; Chang and Rosenzweig, 2001 ). This may increase the acquirer's willingness to pay higher target premiums in order to secure and swiftly close the deal in the face of (potential) bidder competition. We include the (lagged) change in the average annual exchange rates between the home/host countries of the merger, expressed in the target's home currency. A positive exchange rate movement thus represents a home (host) currency appreciation (depreciation).
(c) On the firm and deal level of the takeover, an extensive body of M&A literature suggests to control for the following effects on target premiums. The percentage of payment in cash is found to generate higher returns to target shareholders (e.g. Andrade et al., 2001 ). The number of bidders and hostile takeovers can also be associated with higher premiums (Betton and Eckbo, 2000) , although the evidence for hostile mergers is mixed (Schwert, 2000) .
Tender offers are positively related with premiums (Jensen and Ruback,1983; Jarell et al., 1988) , while footholds (predbid ownership of target shares) reduce the probability of bidding competition and are negatively related to premiums (Betton and Eckbo, 2000) . Futhermore, footholds may enable acquirers to gain more local experience and to alleviate possible market barrier effects of corruption, which makes it an interesting control variable for hypotheses 1a and 2a. Prior local investments in other targets may have a similar effect, as studies show that sequential FDI explains later entry modes (Chang and Rosenzweig, 2001 ). Other factors that may have an impact on target premiums may be the legal form of the acquirer (Public acquirer), the size of the takeover (i.e. target market value, as a proxy for complexity), and whether the deal is a privatization, which may capture special effects, like direct negotiations with possibly corrupt public bodies or the break-up of state monopolies. Finally, we also control for cross-border mergers in the same industry since these are usually more profitable (Gugler et al., 2003) .
Given the large number of variables suggested by prior pertinent literature we had to make some choices. Based on the regression results with all control variables we tested more parsimonious models and found that an exclusion of the control variables ownership concentration, geographic distance, percentage of payment in cash, hostile takeover, and IFRS required (as alternative for financial disclosure) does not lead to qualitatively different results, since the explanatory effects of these controls are largely captured by other variables.
Since space constraints forbid a presentation of the full model, we will discuss the slightly shortened version.
[ INSERT not incorporated in the target's host country) or both domestic. 13 (6) Targets are publicly listed and no firm-or deal-specific variable mentioned in the preceding section is missing.
After adding country-year data and winzorising the premium between 1% and 99% our sample consists of 42 countries with 4979 acquisitions, of which 961 are cross-border takeovers, and 4018 are domestic.
[ INSERT TABLE 2 ABOUT HERE ] Table 2 (sorted by the number of total mergers) provides a summary of all countries in the sample and the country-year averages of the premiums as well as the most important governance variables. The top three countries in M&A activity, the US, UK, and Japan, claim the vast majority of deals. In fact, over 75% of the whole sample includes takeovers that involve one of the three mentioned nations as the target's home country.
14 To illustrate this in more detail, Figure 2 plots the premium and the annual TI corruption index of the target country for all 4979 takeovers. The fitted values for the US, UK and Japan (long dashes), and separately for the rest of the world (ROW, short dashes), show that the three most merger active nations have a steeper estimated relation between corruption and premiums. Note that this is a bivariate fit, which is not robust to multivariate specifications. As we will also see below this counter-intuitive fit is also a result of the high correlation between corruption and government effectiveness.
[ INSERT FIGURE 2 ABOUT HERE ]
In order to address these concerns about a possible sampling bias we will check our results in two ways. First, we repeat all regressions without the observations from the US, UK and Japan to test whether the general results are driven by these three countries. Since this selection is somewhat arbitrary we also estimate all regressions with inverse probability weighting (IPW). Here, each observation is weighted with the inverse of its probability that the observation is included due to the sampling design. Since we are interested in the effect of the target's country-specific characteristics on takeovers, we define this weight as the inverse of the number of mergers per country over all periods. This is in principle comparable to a regression across n=42 countries with aggregated values since country-specific characteristics enter the regression with equal cross-sectional weights. However, a low number of aggregated observations would force us to omit a large number of variables. With IPW we have the advantage of added information across n=4979 takeovers, which also benefit us in the form of higher degrees of freedom. This enhances the comparability of results since we can leave the baseline specification of the different regressions unchanged. Table 3 reports the pairwise correlations for the most interesting variables in our model, the means and standard deviations for the full sample, as well as the means for domestic and for cross-border takeovers. In comparing the two sub samples we find a number of statistically significant but mostly moderate differences.
Variable description
15
The corruption indexes, and civil law are negatively related to the premium, while government effectiveness and common law show a positive statistical significance. The control variables (8-24) show no surprising signs. Of all significant control variables, GDP per capita reports the highest pairwise correlation with independent variables. As expected, financial disclosure, capital market size, and corporate taxes are substantially related to the domestic legal origin.
[ INSERT TABLE 3 ABOUT HERE ]
As mentioned in the generation of the hypotheses, one of the problems with measures of quality of governance is that they are strongly correlated with each other. In Table 3 this is reflected in moderate to high correlation values between most governance-related variables (2-7). When we test the multicollinearity among corruption and all other control variables (8-24) using the variance-inflation factor (VIF), the TI (WB) corruption index has a value of 3.46 (3.25). Of all variables only financial disclosure (5.88, 5.81, respectively) has a somewhat higher value than 5.3 (cut-off point according to Hair et al. (1992) ). However, when we include other governance-related independent variables, maximum VIF values come close to or even reach 10 (cut-off according to Belsley, Kuh, & Welsch (1980) , and Studenmund (1992)).
In principle such collinearity between corruption and other governance variables does not bias the OLS, although it inflates variation within the model and increases the danger of type II errors (false negative) with regard to the variable we are primarily interested in (Wooldridge, 2003, p.96 ). We will therefore insert all governance-related variables individually, but also try combinations with corruption to investigate, which variable is still able to explain some of the remaining variation. Thus, in some of our specifications, we rather accept that the real influence of corruption is (falsely) inferred as statistically insignificant, than risk a possible bias due to omitted (governance-related) variables. alternatively, also proxy the additional tax burden of target shareholders, which they are likely to at least partially transfer to acquirers when the premium constitutes a taxable event (i.e.
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when payment is in cash and not in stock). Further, GDP per capita reports a negative coefficient, which may reflect lower growth prospects of wealthier nations, especially since past GDP growth seems to be significantly (positively) related with the size of premiums.
16
As robustness check Model 3 and 4 use a panel without targets from the US, UK, and Japan (no UUJ), while regressions in Model 5 and 6 use inverse probability weights (IPW). 17 All models support Hypothesis 1b (and the R 2 increases to 26-31%), but it is interesting to see that the economic and statistical significance of corruption decreases when countries with more takeover activity are either excluded (no UUJ) or enter the estimation with less weight (IPW). This can be interpreted as an indication that the corruption variable also proxies other effects. In Model 7 (Baseline), and in Model 8 to 10 (IPW) the absolute difference of corruption between home and host countries is added.
18 Although the absolute difference has a negative sign, which would support Hypothesis 2b, it is not significant. This even holds when we remove the dummies for the acquirer's home country (Model 9 and 10), since they may capture some of the country differences we are interested in. We also tried other (unreported) combinations with the corruption indexes, country dummies, the IPW method, and the panel without US/UK/Japan, but they did not alter the basic result. Another indication that market barriers to entry do not play a dominant role for foreign acquirers in determining takeover premiums, is the fact that neither footholds, nor prior local investment experience show a significant effect. Model 11 to 14 (DOM and D-IPW) repeat the regressions of Model 1, 2, 5, and 6 respectively, but with 4016 domestic instead of 961 cross-border takeovers.
19 As mentioned in the theoretical section, we use the domestic setting as a robustness check for Hypotheses 1b and 2a. In support of Hypothesis 1b, we mostly find a significant negativerelationship between the level of corruption and target premiums in domestic mergers. Again, unreported robustness checks with the exclusion of US, UK, and Japanese takeovers confirm this result. This clearly corroborates the notion of corruption as a discount on merger synergies, but not as market barriers to entry. As discussed earlier, the IPW models are quite comparable across the two panels, since they reduce sampling effects at the host country level. Here, it is interesting to see that domestic acquirers seem to have some advantages over foreign investors, since the economic and statistical significance of the WB corruption index in Model 14 is distinctly lower than in the corresponding cross-border Model 6 (while the effect of the TI index practically remains unchanged). In summary, we find that Hypotheses 1b and 2b are supported. This corroborates the theoretical notion that negative effects of uncertainty overcompensate possible positive market barrier effects, such that an increase in the level of host country corruption is associated with lower and not higher premiums. A caveat about this result is that we can not clearly distinguish between the effects of higher discounts (lower synergies) and those of deterred foreign acquirers. Also, although we attempt to control for differences in the efficiency of valuations across countries (with proxies for e.g. capital market development, transparency, and local wealth), we naturally can not exclude that some of the reported effects contain variations in asset valuation capabilities.
[ INSERT Table 5 presents the results of several OLS regression models that are used to test Hypotheses 3 to 6. In support of Hypothesis 3, Model 1 reports a positive association of premiums with government effectiveness. As predicted by Hypothesis 4, the level of corruption is still able to explain additional variation in the model, even after correcting for government effectiveness (Model 2). However, this does not apply anymore, when we either exclude the three most active takeover nations (unreported) or use inverse probability weights (reported in IPW- Table 5 remain qualitatively unchanged when we either, exclude the US, UK, and Japan, or estimate with IPW. The only exceptions are two special cases, which we report for IPW (Model 3 and 11), but which also apply to the exclusion of the US, UK, and Japan. The presented results do not change qualitatively when we replace the TI corruption index with the WB index, although some coefficients turn out to be less significant.
[ INSERT This study analyzed the relationship between corruption, related variables of governance, and premiums paid by foreign and domestic acquirers for taking control of local corporate assets.
The analysis provides evidence that local shareholder wealth that is lost due to corruption.
Generally, the findings in this paper add depth to our understanding of the familiar negative relationship between FDI and corruption, as we show that it not just reflects lower aggregate flows, but substantially reduced valuations for assets. In this sense, the familiar negative relationship for FDI at least partially reflects the value lost to domestic asset holders due to corruption. In the following the most important findings and their implications for managers and policy makers are presented in more detail.
A higher level of corruption in the host country is associated with lower target premiums.
This central finding is relatively robust with regard to different samples and measures of corruption. On the basis of the literature this implies that higher uncertainty in corrupt host countries and corresponding valuation discounts overcompensate possible market barrier effects, where the domestic target might have a stronger bargaining position or more interested foreign bidders, due to its position as an insider. For decision making in international takeovers, this result also shows that the level of corruption in the host country constitutes an important component in the estimation of joint synergies and target prices.
However, as discussed below, this also holds for government ineffectiveness, which may explain some counter-intuitive results for highly active takeover markets.
Local corruption barely gives domestic acquirers an edge over foreign bidders. Although we find evidence that domestic acquirers are somewhat less affected by their country's level of corruption, probably due to their greater knowledge of local practices, in general, this advantage does not render corruption irrelevant. In fact, with one of the corruption indexes (TI) we barely observe any difference between foreign and domestic takeovers. Consequently, managers of domestic acquirers can, on average, not assume that they enjoy a serious advantage over foreign investors with regard to insights into local systems of corruption.
Corruption matters. The costs associated with corruption in cross-border and domestic takeovers are substantial. A deterioration in the host country corruption index (TI) by one point (on a ten point scale) is, on average, associated with a decrease of 3.52% to 6.28% of a cross-border target's ratio of bid price to stand-alone value, depending on the sample studied (see Model 1, 3, and 5 in Table 4 ). Using the average premium of the cross-border sample (30.6%), armchair calculations suggest that target shareholders lose at best 15% and at worst 26.8% of their premium, with an average reduction of 20.9%. This is associated with a jump of one point in the TI index, which is equivalent to the difference in the levels of corruption between Hungary (4.8) and the Czech Republic (5.88), Spain (3.46) and Slovenia (4.53), or South Korea (5.82) and Mexico (6.85) (see Table 2 ).
Corruption measures provide additional information for target premium estimations when
compared to political stability and legal origin. Although a number of other aspects related to governance either include corruption or capture similar effects, none of them seems to fully substitute the specific nature of corruption. This finding supports many scholars and policy makers, who rate the fight against corruption as a key element to welfare and economic development , while acknowledging the importance of other aspects of governance.
In cross-border takeover premiums, the corruption index seems to primarily capture the effects of government ineffectiveness (and vice versa) , supporting the notion of endogeneity between bribery and red tape. Although both corruption indexes (TI and WB) add some additional explanatory power (see Model 2 in Table 5 for the TI measure), the general impression across a whole range of regressions is that their large multicollinearity with government effectiveness (β=-0.83 for TI and β=-0.91 for WB; p<0.01) stretch the search for idiosyncratic variation to the limit. In fact, particularly for countries with relatively little corruption, it is very well possible that the higher annual variance of the TI corruption index captures some latent effects of the less time-sensitive bi-annual index for government ineffectiveness. This may be a reason for the counter-intuitive bivariate fit in Figure 2 , although it is probably only a partial explanation, since the bi-annual WB index is also significant (β=-0.12; p<0.05) when it replaces the TI index in Model 2 (Table 5 ).
The close relationship between government effectiveness and corruption may indicate that the traditional notion of corruption, which mainly captures outright bribery of public officials, is too narrow; particularly for financially and economically more developed countries. This may be seen as a limitation of this paper. Recent attempts challenge the conventional definition of corruption as 'abuse of public power for private gain' and propose broader measures, including vested interests, influence peddling, and outright capture of the elite (Kaufmann, 2004) . Based on the literature on agency costs and entrenchment in takeovers, a wider measurement and definition of corruption, could also allow studying corruption between private parties (MacRae, 1982) , i.e. between acquirers and targets directly.
Another limitation of this study is that we identify corruption and government effectiveness as significant determinants in cross-border takeovers, but do not analyze causality. However, disentangling these influences is a complex task, since most instruments for corruption, such as legal systems or other governance related variables, have the power to forecast nearly all aspects of institutional quality and are therefore problematic (see also Shleifer 2000).
Addressing the above limitations would be an important task for future research. original index ranges from -2.5 (no control) to +2.5 (full control). We multiply it with -1 so that our variable increases in corruption. Source: Kaufmann et al. (2005) Gov. effectiveness Government effectiveness index published by The World Bank. The index ranges from -2.5 to +2.5. Source: Kaufmann et al. (2005) Political stability Index of political stability and absence of violence published by The
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World Bank. The index ranges from -2.5 to +2.5 (fully effective). 
Number of bidders
Number of bidders in a takeover contest. Source: SDC Thomson.
Same industry
Indicator variable equal to 1 if target and acquirer share the same 4 digit SIC code. Source: SDC Thomson.
Public acquirer
Indicator variable equal to 1 if the acquirer is a publicly listed company. Source: SDC Thomson.
Foothold
Indicator variable equal to 1 if the acquirer holds up to 49% of the target at the time of the announcement of the takeover. Source: SDC Thomson.
Prior local invest
Indicator variable equal to 1 if the acquirer took over an other target in the host country within 3 years prior to the merger announcement.
Source: SDC Thomson.
acq. ctry dum. 67 minus 1 dummies specifying the acquirer's home country. Source:
indstr dum. 9 minus 1 dummies specifying the acquirer's primary line of business
(1 digit SIC). Source: SDC Thomson.
year dum. 8 minus 1 dummies specifying the year of the takeover announcement.
Source: SDC Thomson. * significant at 10%; ** significant at 5%; *** significant at 1%. Robust t statistics in brackets. Corrected for possible correlation within target countries according to Froot (1989) . * significant at 10%; ** significant at 5%; *** significant at 1%. Robust t statistics in brackets. Corrected for possible correlation within target countries according to Froot (1989) .
